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not cause them to change. Hence the effect of FAS 106 on output prices is confined

to the regulated sector, aJ'Id we estimate its effect on the rate of growth of GNP-PI

to be less tban 0.12 percent per year.

II. BACKGROUND

In December 1990, the FASB issued a formal statement, -Statement of

Financial Accounting Standards No. 106- (pAS 106), acknowledging that the provision

of other post"Cmployment benefits (OPEBs) Js a form of deferred compensation and

that accounting for OPEBs should be changed from a cash to an accrual basis. Cash

accounting, which recognizes OPEB costs only when they are paid to retirees,

understates current costli and overstates future costs of employing any individual worker.

If the prices of a regulated firm are set to recover book costs, cash accounting {or

OPBBs can lead to an intertemporal subsidy in which current ratepayers pay less than

the true cost of service and future ratepayers pay more.

Implementation of accrual accounting for OPEBs in 1993 means that going

forward, the OPEB liability will be recognized on the books of the company when the

liability il' incurred (I.e., while the employee is working and qualifying for the benefit)

rather than when the liability is actually paid (after the employee retires and receives

medical, dental, or life insurance benefits covered by the planV This liability will

have several components. First, companies must account for the actuarial present value

2Jn addltloll, FAS 106 requires tbal the unrecopized accumulated liability to active aDd retired
worken (or OPEB.. be rccogni7.ed either in 1993 or amortized over an acceplab~ time period.
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of future OPEBs that are associated v.'ith employees hired prior to 1993. For many

companies, this liability is a large frattion of their net worth; thus PAS 106 permits

companies to amortize this liability over a period not to exceed 20 years. Second,

companies must recognize the expected present value of OPBBs to which active

employees become entitled in a given year. Annual interest on the entire OPEB

obligation is In additional expense to be recogni%ed under accrual accounting for

OPEBs. Finally, accrued costs are reduced by the actual return on qualified plan

assets.

This change in accounting casu for OPESs raises the following regulatory

question: With the adoption of FAS 106 by the FCC what is the appropriate

regulatory treatment under the price cap plan of the change to accrual accounting for

OPEBs?

III. THE mEORETlCAL BASIS FOR EXOGENOUS COST TREATMENT

In this section, we show how a Z.adjustment should be talculated in the

price cap formula given that the flflD. has experienced an exogenous change in costs

for which Z treatment is appropriate. To understand how Z should be measured, we

must understand where the annual price cap adjustment fonnula comes from and what

it is supposed to accomplish.

The purpose of the annual price cap adjustment is to insure that if the

regulated firm meets its productivity growth objective, its adjusted revenues will ju.c;t

track its costs every year, whatever the level of inflation happens to be. In the FCC
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price cap plan for Tier 1 LECs, we fix a productivity target X, annually observe

inflation measured by GNP·PI, and calculate Z.adjustments whenever appropriate so

that if the productivity objective is met, the allowed change in the regulated firm's

price will be close to its change in costs. Thus, our explanation begins with the total

{actor productivity (TFP) growth objective {or the regulated firm, dTFP, which

represents the annual year-aver-year percentage growth in the regulated firm's n:'P.

From the productivity growth target and the objective of having revenues tfack costs,

. we derive below the annual price cap adjustment fonnula used in the FCC price cap

plan. Once we know how the variables GNP·PI, :x, and Z in the plan are derived

and what they a,re supposed to measure, we can interpret them in the conteXt of FAS

106 accounting changes.

A. Prise Cap Deger

A basic identity in economic theory states that the rate of growth of TFP

is equal to the difference between the rates of growth of the firm's input prices and

output prices.4 Applying this rule to the regulated telecommunications fum, we write

dp. • tlw - dl'FP

where dp. represents the annual percentage change in the teletommunications firm's

output prices, and dw represents the annual percentage chanie in its input prices. To

'The priee cap plaD for Tier 1 lJ!C$ includu • factor thal accounts {or DOD-traffiC seDSitive cost!.
We ignore this term i.u our discussion, since it is not pan or the thcor~lical basis for price caps.

4We show this formally in the Appendix.
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raise or lower the firm's output price in order to track exogenous changes in cost, we

write

(1) dp • dw - dTFP + Z·

where tIp represents the annual percentage change in the telecommunications firm's

output prices adjusted for exogenous cost changes, and Z· represents the unit change

in costs due to externai circumstances.5 Thus, to keep the revenues of a price cap

regulated firm equal to its costS despite inflation, the price cap fonnula should

(i) increase the firm's output prices at the same rate as its input prices less the target

change in productivity growth, and (if) directly pass through exogenous cost changes.

Equation (1) looks a great deal like the annual adjustment equation in the

FCC price cap plan: the allowed price change for the firm is set at a measure of its

input price change less its TFP growth adjusted for exogenous cost pass-throughs. If

GNP·Pl were taken as a measure of the firm's input price growth and X were the

firm's TFP growth target, equation (1) would indeed be the same as the price

adjustment formula (apart for the adjustment for nontraffic sensitive costs). However,

there are two errors in this interpretation:

1. The GNP"PI is a measure of national output price growth,
not input price growth. So even if the regulated firm 15
a microcosm of U.S. industry, GNP"PI is Dot an
appropriate measure of its input price growth.'

2. X in the price cap plan is a target TFP growth rate for
the regulated firm relative to U.S. industry as a whole (or

SNotc that r caD be positive or IlCPlive.

'Rec:alJ that input price I"owth diffe.rs from output price lI'owth by the SfOWlh in TFP. Only i!
DTPPM were 0 could GNP·PI be I good meuure of nltional input price growlls.



CAM3RIDGE MA NERA TEL:16176210336

- 7 -

Apr 15 92 19:02 No.Ol? P.I0

relative to the TFP growth already embodied in the
GNP-PI). The change in TFP in equation (1) is the
absolute TFP growth for Lie regulated firm. Again, unless
U.S. TFP growth is O. X is not equal to dTFP.

To gel from equation (1) to the price adjustment formula, we must compare

the productivity growth of the regulated firm witb the productivity growth of the U.S.

economy. The reason for this comparison is that it is difficult to mea.~re input price

growth objectively. In particular, no competent pany outside of the industry, such as

the Bureau of Labor Statistics or the American Productivity center. maintains an index

of telecommunications input prices. However, by comparing prodUctivity growth of the

firm with that of the U.S. economy. the difficult mea.~ement of input price growth

can be avoided.

For the U.S. economy 85 a whole, the existence ot effective competition

implies that there are no long run excess profits, so the relationship among input

prices, output prices, productivity, and exogenous cost changes can be derived for the

nation as a whole in the same maImer as it was derived in equation (1) above:

(2)

where (/pH is the annual percentage change in a national index of output prices; dwN

is the annual percentage change in a national index of input prices; dT'FpN is the

annual change in the economy-wide total factor productivity, and zeN represents the

change in national output prices caused by the exogenous factors included in equation

(1). If we subtract equation (2) from equation (1), we see that

dp - dp" :;; (dw - dw"l - [dTFP - mp'i + [ze - ze';,
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(3)

Equation (3) is the theoretical equivalent of the price adjustment formula. The anowed

price change for the regulated firm for a particular year is liven by:

l. the rate of inflation of national output prices dpN, (GNP.PI),

2. less a fixed productivity offset, X, which represents a target productivity
growth differential between the regulated firm and the U.S. economy,'

3. plus unit exogenous cost changes, written as the difference in the unit
costs of the exogenous change between the regulated firm and the U.S.
economy.

Simple algebra translates equation (3) into the formula that appears in the price cap

plan (again, apart for the adjustment for non-traffic sensitive costs):'

(4) R, as R,-J X [ 1 + GNP-PI - X] l' Z

where R, represents the regulated firm's revenue in year t using base period quantities.

In words, the change in the regulated firm's output price that will just track

the change in its costs. whatever the level of inflation, is equal to (i) the change in

a nationai index of output prices, less (ii) the difference between the change in total

factor productivity for the telecommunications firm and for the nation as a whole,'

'This diff'eRntial is equal to the differencc bctweea the farm and u.s. TFP growth rates ODly if the
rates of input price growth arc the aame for the rum and the Dllion: Le., if dw • dw". Evidence
sUPPortiD& this assumption was prese»ted by DI'. Laurits ChristeueD Us Appe.Ddix F of ATIlr'. CommCSlts
ill reaponsc to the fCC', ~g&iQ? Qf ProPMsd Bylerq.kin& in CC Docket 87-313, riled Odober 19, 1987.
Accordiag to Dr. OuistensOft'I c:alc:uJatmns, input~ intlatioa (or the Bdl System and (or tbe total U.s.
private domestic cCODomy avenged ".5% aDd 4.6% respectively (or the years 1948 thraush 1979.

'The equivalence or equations (3) and (4) are sbown in the Appeudix to this paper.

'Adjusted lor po56ibJc diffcrcn<:c$ betWCC1l input price growth ratca for the firm and the lIatioa.
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plus (iii) the difference between the effect of exogenous changes on the costs of the

telephone firm and on the costs of the nation as a whole. This equation is the

foundation of the price adjustment formula in the FCC price cap plan. In this plan,

GNP·PI and Z are measured annually. but X is fIXed as the target amount by which

the firmts lFP growth should exceed U.S. TFP growth. If the firm exceeds it~

productivity target. revenue growth will exceed cost growth and the firm will make

higher profits. )f tbe firm falls shon of its productivity targett revenue growth will raU

short of cost growth and profits will fall.

B. Aeeountfne Cost ChIO. In the Pdce Cap Formul.

Changes in the method of accounting {or OPEBe will result in large changes

in accounting costs. However. accounting costs are different in principle from

economic costs. In this section. we examine the effects of a change in accounting

costs (such as the adoption of accrual accounting) on firms in competitive markets and

on regulated firms.

The single most critical economic fact in this case is that costs recognized

under FAS 106 aeemal accounting for OPEBs reflect economic costs. Costs recognizeD

under cash accounting for OPEBs do no1.lO Two important consequences follow from

this fact. First, in unregulated markets, prices already reflect the economic costs of

jOAccrual accouatias for OPEBs estimates che prcsc.Dt value of the &ability for aarrc:nl services
rendered by an empJo)'llC in a elva year. To IDCUUJ'C the laba c:omponeJll of iDa-omeJltal cost (for a
scnK:c)1 oue would calculate the iacreuc ia pcnoJ!-hoars (lor diJl'UCDl types of labor) c:a\IICd by a
h)'J1OlhcticaJ increase ill demand. Each addlliollal perIOD-hour would add. to the total COlt of the firm,
aft amount equal to the IUID or WIll" and bcacrlta. The COil ot adcliticmal bcDclill to the firm Ql\IJCd
by thc addltiollal persoll-hour is the preee:at value of the liability that the firm cxpccu 10 PlY at lOme later
dlte. That present value is the cost Clltimatcd by accrual accounting methock.
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OPEBs. and the change from cash to accrual accounting will have no effect on prices

in those markets. Second. in regulated markets where prices are based on accounting

costs. prices do not reflect accrual accounting for OPEBs, and thus do not reflect

economic costs for services. When adopted for ratemaking purposes, the change from

cash to accrual accounting in regulated markets would move prices towards economic

costs and would remove the intergenerational inequities embodied in the current price

structure.

1. Utility Prices Should Ret1ect Etonomlc Cost.

There is general agreement among economists and regulators that public

utility prices should be based, to the extent possible, on economic costs. To an

economist, such prices are desirable because they promote economic efficiency. To a

regulator, cost-based prices tend to be just and reasonable because they insure that

customers pay their own way, in the sense of paying at least as much for the

additional service they demand as it costs to produce that additional service. Previous

FCC actions (e.g., the transition towards fiat-rate recovery of interstate non-traffic

sensitive costs) are consistent with this pricing objective.

Moving current prices towards current costs increases efficiency and reduces

an intergenerational inequity. This inequity stems from regulatory practices that

inappropriately defer cost recovery into the future, reducing current prices below

current economic costs while raising future prices above future economic costs. Such

practices include cash accounting for pensions or OPEBs, and the use of overly long

depredation lives instead of economic depredation lives for capital recovery. The
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resulting prices are inequitable because future ratepayers Are burdened with the cost

of services consumed by current ratepayers. They are also inefficient because

(I) ratepayers never face proper incentives for choosing among services, and (ii) utilities

never face the same costs of providing OPEBs as unregulated firms.

Under the FCC price cap plan, the initial rates are taken to be just and

reasonable. The FCC observed in its Second Repan and Order. CC Docket 87·313,

(October 4, 1990):

•...LEe interstate access rates, 85 they existed on July I, 1990 and
were adjusted by an Erratum, [footnote deleted] are the most
reasonable basis from which to launch a system of price cap
regulation," p. 97.

These initial rates reflect cash aecounting for OPEBs. Thus, the price cap index must

be adjusted to align prices under price caps with economic costs.

2. Accrual Aceountfna Costs for OPER. Are Economic Cost.

The economic costs of hiring an additional worker are siven by the sum of

wages paid and the present value of expected pension and OPEB expenses for th9.t

worker. OPEB expenses measured under cash accounting are of no use to a manager

trying to decJde how many workers to hire or what mixture of salary and benefits to

offer. They are irrelevant because expenses for OPEBs under cash accounting are

determined by the medical experiences of people who arc not currently working. In

. unregulated markets, managers hire workers until the value of the additional output

of the last worker just equals the additional cost of hiring that worker. The cost of

hiring a worker is the sum of the costs of wages, pensions, and OPEBs. Competitive
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pressures prevent managers from treating the costs of pensions and OPEBs as anything

other than the present value of the expected cost of that benefit.

3. Prices In Unregulated Markets .Reneet Accrual Aecountlnc Cor OPEDs

In economic theory, 8 firm that u5ed cash accounting for OPEBs in making

decisions could not survive in competitive markets. Today--when cash accounting costs

for OPEB are low-the firm would hire too much labor, include too large a component

of OPEBs in its compen.4iation offers to prospective employees, and price its products

below their profit-maximizing levels. In the future-when cash accounting costs for

OPEBs are high-the firm would hire too little labor, include too small an OPEB

component in it!' compensation mix, and price its product above the troe profit­

maximizing level. As competitive forces move prices towards incremental cost. prices

could no longer reflect cash accounting for OPEBs.

Even in unregulated but non.competitive markets, output prices would still

reflect accrual accounting for OPEBs rather than cash accounting. An unregulated

monopolist that used cash accounting for OPEBs in making decisions would also hire

the wrong amount of labor, offer an inefficient mix of wages and benefits. and price

its product incorrectly. If unregulated monopolists manage their affairs so as to

maximize economic profits, their input decisions and output prices will reflect accrual

accounting fOf OPEBs. Thus a change in accounting standards from cash accounting

to accrual accounting for OPEBs should not change prices in unregulated markets,

irrespective of the degree of competition in those markets.

n,e/r:a
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Empirically, there is abundant evidence sho'lNing that shifts in accounting

standards have negligible effects on firms in unreaulatcd markets. A search of the

empirical literature (see Section IV) examining the effects of the 1987 FASB change

in the method of accrual accounting for pension benefits revealed no evidence linking

stock prices and pension accounting changes. Thus in unregulated markets, additional

OPEB accounting costs have been recognized by the corporations in prices and by

financial analysts as a liability of the finn. The accounting recoenition of these costs,

therefore, has no impact on ~he financial situation of the firms. Accounting costs,

however, have determined~ for regulated firms, from which we conclude that

OPED expenses are currently (before adoption of FAS 106) treated differently for

pricing decisions by managers of regulated and unregulated firms.

4. Cash Accounting for OPES, DJltorts Competition In Labor aDd
Telecommunlcatlona Senice Markets

Regulated and unregulated firms compete for workers in the labor market.

and with prices set by cash accounting for OPEBs, regulated firms facc different

incentives to offer wages, pensions, and OPBBs to workers than those of unregulated

flI'ms. With competition for telecommunications services, the consequences of this

distonion are even greater. Price limits for regulated firms in competitive markets

today are set through a price cap formula whose starting point was based on cash

accounting costs for OPEBs. Competitors' prices are determined by their economic
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costs which include OPEB costs as measured by accrual accounting.II As interstate

access services become more competitiv:, ;t is essential that regulatory distortions in

pricing be removed.

While any departure (rom economic costs sends the wrong signals to

ratepayers. the adverse consequences are much greater when a utility faces growing

competition. In the case of a monopoly utility, the inappropriate deferral of cost

recovery produces prices that are too low carlyon, but too high later. These prJce

signals will cause 100 much service to be consumed in the earlier period and too little

later on. However. for the amount of service provided in each period, there is no

reason to believe that the utility'S incentives to produce efficiently are distorted.

When regulated markets are opened to competitive entry, the inefficiencies

from inappropriate timing of cost recovery become more important. There aTe two

rea.41ons for this observation. First, since true economic costs play a cruciaJ role in the

terms and conditions for competition, any deviation from true economic cost in the

measurement of the incumbent utUity's cost can distort the competitive process. For

example. if the price floors for competitive services are based upon inappropriate cost

recovery assumptions, they could be too low in an early period and too high later on.

Such an outcome could frustrate the objective of the most efficient firm being able to

provide competitive services.n

lIThls phraso should not be takCD to imply that Pacific BeD', competitcn will quickly move to fund
OPED, or to chanle their pricca Mea they c:buac their aCCOUDtiq. 10 WU'CCUlatcd markets, prices are
lct by ~ markct aDd by thc Icyci of Qsqpgmic coati. llTClpccUYC oC accouoUnJ COlWCDtiODS, cCODomi,
(orees wiD drive the rU'1D', prices towards a Jew1 CODsutcDt with accrual Iccoulitiag Cor OPESs.

J~e incremental coal lor a pvcD r.cmcc iDd.clc& .. • labor compoDCDt, the acuued OPEB
expenses associated with the labor aeeded to prcmdo that scnic:e, but It doea not lndudc AD)' of the
hlstorital tosts that arOse from deferring rCWIICf}' or cosli anocial" with previously prO\lic!ed leMCC5.
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Second, with competition and incentive regulation, the FCC can no longer

guarantee recovery of deferred costs. In particular, the utility is at risk for the

recovery of the historical liability under incentive regulation. FaUure to adjust price

ceilings to offer the utility the opportunity (1) to cover these historical costs and (2)

to recover the economic costs of ongoing operations under competition raises the real

possfbfUty that the utility will never fully recover legitimately incurred costs of service.

5. Conclusion

To have a perceptible economic effect, an accounting change must causc 8

change in some prices in the economy. In competitive markets, prices arc determined

by the interaction of customer wants (demand) and costs of production (supply). A

change in accounting convention clearly has no effect on customer demands. If

accounting changes arc to affect prices at all, they must affect the economic cost of

producing goods and services and thus the amount that firms are willing to supply at

a given price. Economic theory teaches that rums make supply dcdsions on the basis

of economic costs, not accounting costs. When a profit.maxlmizing firm decides

whether or not to hire an additional worker. it weiiha the value of tbe additionat

output the worker produces against the additional cost that hiring the worker entails.

If the compensation package for a worker includes OPEBs, a profit-maximizing firm

would include the expected present value of OPEB costs as a cost in its hiring

decision. A firm which ignored OPEB costs would hire too many workers and would

experience higher than minimum costs in the long run. A competitive firm that made

hiring decisions based on cash accounting figures for OPEDs would hire too many

workers today (when its pool of accumulated retirees with OPEDs is amall) and too
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few workers later (when its annual cash OPEB obligation is large). Competition in

the market-particularly entry from profit-seeking firms--drNes prices towards economic

costs which in turn forces high cost firms to leave the market. ThUs. in competitive

markets, the firm's supply curve-the amount of goods and services it is wilUng to

produce for a given price-must reflect the economic cost of OPEBs regardless of their

accounting treatment. A change to accrual accounting for OPEBs would have no

effect on output prices in competitive markets: effectively, the accrual has already been

recognized by the market and is reflected in the market price. A similar analysis

shows that accounting changes would have no effect on non.competitive (but

unregulated) markets.

In regulated markets, however. accounting changes can have significant effects

on prices. The essence of the regulatory process is a connedion between recognized

or adopted accounting costs and prices paid by ratepayers. A ratc.of·retum regulated

firm is entitled to an opportunity to recover its recognized accounting costs plUS a fair

return on its investment. In the interstate jurisdiction-and most other regulatory

jurisdictions-cash accounting has been authorized by the Commission for OPEB

expenses. In contrast with unregulated markets, there are no forces at work in

regulated firms that require managers to recognize economic costs. Thust the regulated

prices which began the price cap regime for Pacific Bell were based on cash

accounting for OPEBs.

However,Pacific Bell's liability for OPEB benefits was being created while

employees worked, not When they retired~~just as in unregulated markets. Cash

accounting resulted in prices which were equal to a measure of cost of service which
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understated the true current cost of using an employee to provide service. Only when

that employee retired and began using benefits, would cash accounting begin to

recognize those costs. Thus, the C'.UTent cash accounting treatment for OPEBs leads to

intertemporal inequities in regulated markets in which future ratepayers will pay a

portion of the costs of providing current services.

Adopting FAS 106 and recognizing the difference in costs as an exogenous

cost change would lead to the same price level that would have oCQ1rred if FAS 106

had been adopted before tbe beginning of price cap regulation. If FAS 106 had been

adopted while the industry was subject to rate of return regulation, the initial levels

of prices for price caps would have been set at a level to recover the amortization of

the historical liability for OPEBs prior to 1993 and the ongoing expense for OPEB

liability incurred In the current year. In addition, since earnings are measured with

respect to accounting costs, if FAS 106 had been adopted before the beginning of

price caps, measured earnings {or sharing with ratepayers would reflect economic costs

of OPEBs. Thus the prices (and measured costs) that would exist today if accrual

accounting for OPEBs had predated price cap regulation can be attained by adopting

an exogenous cost change for FAS ]06.

In summary, competitive {orces drive prices towards economic costs, but

regulatory ratemaking sets prices using adopted accounting costs. In unregulated

markets, prices already reflect accrual accounting costs for OPEBs because those are

the actual economic costs. However, prices in regulated markets have been (and are

currently) set to recover cash accounting costs for OPBBs, not acaual accounting costs.

Prices of rate-of-retum and price-cap rcaulated firms thus entail an intertemporal
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misallocation of costs in which future ratepayers pay a portion of the economic costs

of cuttent services. To correct this inequity, the acoounting costs of the regulated

firm-and its prices··must be adjusted to recover each year's economic costs as they are

incurred and to amortize as quiclcly u possible the accumulated liability for past years'

OPBBs. For price-cap r~gulated finns, B Z-Bdjustment must be made to the price cap.

Subsequent to adoption of accrual accounting by the FCC, if no price cap changes

were allowed, (i) the intertemporal cost misallocation would continue, and (Ii) the

sharing mechanism would incorrectly transfer funds between shareholders and

ratepayers. A Z.adjustment would also lead to the same level of prices that would

prevail had accrual accounting (or OPEBs been adopted prior to price cap regulation.

C. ExoreuQus Cost Cban.ecs In tbe Price Cap Formpla

In its decision implementing price cap regulation, the FCC recognized the

need to adjust the price cap to reflect exogenous cost changes.U The definition of

an exogenous cost change was given in the decision:

WExogenoul\ costs are in general those costs that are triggered by
administrative, legislative or judicial action beyond the control of
the caniers...'Ibese costs arc created by such events as icparations
changes; USOA amendments; changes in transitional and 19n9 term
support; the expiration of amortizations; and the realloeation of
regulated and nonregu)ated costs.·'·

ISFcclcraJ Commualcatiou Commiulon, smmd RCJ)Ort and Ord~, CC Docket 87-3~ released
Oc:aOOel 4. 1m, pah. 166.

''lmd.
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The adoption of FAS 106 is a change in accounting procedures, and the FCC price

caps decision recognizes such changes as exogenous events~

-aumges in LBC costs that are caused by c:hanaes in Part 32 of our Rules.
the Uniform System of Accounts (USOA), will be considered exogenous.
We make this classification on the basis that such changes are imposed by
this Commission and are ouuide the control of earriers."u

From the perspective of an economist, a Z-adjustment that changes prices

for price-eap regulated firms to reflect accrual accounting costs for OPEBs promotes

economic efficiency because it moves prices towards economic co~ts. However. changes

in wages (for example) for a regulated firm represent changes in cconomic costs, and

yet few economists would recommend that wage changes be accorded Z factor

treatment.16 In what sense then is the cost change from adoption of FAS 106

different from the cost change from a (hypothetical) wage increa.'ic?

Uke wages, OPEBs are an element of the compensation package for workers.

and Pacific Bell has Toughly the same ability to raise or lower OPEB expenses as it

does to railiic or lower wages.1? What is beyond the control of the firm are (i) the

change in accounting standards, and (ii) the build-up of an historical liability that has

resulted from cash accounting in the past. Changes in accounting standards clearly

have nothing to do with Pacific BeU management, and the historical liability represents

deferrcd compensation earned by its employees for services rendcrcd in the past.

ID. J'Ib. 168 (fOOlDOlCl omiuedJ.

16Jf ch.Jlp ia Wapi could be~ throup to ratepayen by melDS of • Z.adjustmeol, the
regulated rum would have little UlecntiYe to colllrol the WllCi il paya.

I'Thia ability is, of courae. not lInlimked. Pacific hires worken in competitive labor markets, and
chuSe. iD OP1!B beacliu .at:« h ability to .ttraa aad Dl.lntabt lu workforce.

n,e/ra
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To understand how these accounting change5 ~hould be treated under price

caps, it is useful to separate the OPEB ~xpense under accrual accounting in any year

into two parts:

1. the amortization of the embedded OPED liability as of
1993, and

2. the on-going accrual associated with current year
employees.

Thus the dillerence between expenses under accrual and cash accounting can be

visualized as having two parts: the amortization of the embedded liability plus the

difference between accrual expenses for current operations and cash-based accounting

OPEB expenses.

The proposed IS year amortization of the embedded liability can be correctly

treated as a pair of z.adjustments,ll just like any other amonization (e.g., inside wire

and the depreciation reseIVe deficiency in the FCC price cap plan). The costs in

question have already been incurred, and the liability has been quantified.

The second component of the difference in expense streams can be

calculated as the difference between OPEB costs associated with current operations and

cash-based accounting OPEB expenses. By managing its operations prudently after the

one-time 1993 Z factor adjustment, the firm can attempt to control the accrual for

OPEns-just as total OPEB expenses under cash accounting have been treated as

endogenous expenditures under the price cap plan. If changes over time in this

nouo Z.adjustment would be made in 1993, ud aD oll'setdDg z..cIJustJnent would be made rUtUD
years later when the amortizati02l expires.
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difference w~re passed through as annual Z-adjustments, the firm's incenHve to manage

its OPEB costs prudently would be diminished.

The propolled Z-adjustment in the price cap aligns rates and costs as if price

caps had be.en implemented with prices set using accrual accounting for €?PBBs. That

one-time change adjusts for the fact (recognized exogenously in FAS 106) that the

prices under which price caps were implemented did not reflect the true economic cost

of OPEBs offered to workers up until that time. After implementation of tbe Z {actor

adjustment. OPBB expenses would again be under management control just like wage

expenses. Thus adoption of FAS 106 aligns accounting costs and economic costs, and

Pacific's proposed Z-adjustment would align its initial prices with economic costs.

With initfal rates set at their appropriate level, Pacific Bell's management

would then have the incentive to manage OPEB expenses in the same manner as all

other costs." All else equal, if OPES costs increase, Pacific BeU's earnings would

decrease, and vice-versa. These are the ·same risks and incentives faced by firms in

unregulated markets which compensate workers with similar packages of wages,

pensions, and OPEBs. Z factor treatment for FAS 106 cost changes would not

diminish the incentives of the firm to control its OPEB expenses. Thus, from an

economist's point of view, FAS 106 cost changes meet the test for exogeneity as used

in the theoretical derivation of the price cap formula.

l'ln &his SCDSC, PAS 106 COlt thl.sea arc aim1Iar to separatiou cost c!lanp&, which uc tbe
prototype eumple of an c.xopaow cost ch... Both t)'peI of chaDtos arc chaagcs in Iccountin, COitS,

not CCODomic costs. In both ell,", the rum WI. coatral future expcomturea. Nooetheless, aeparaUolU
clalUP lie treated as CXOJenoUi cost cblDgCl bccaUIC tbey cubIc the re~lor to change priees ill
different jurisdictions.
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In this sense, FAS 106 cost changes are similar to separations cost chanaes,

which are the prototype exampie of an exogenous cost change. Both types of changes

are changes in accounting costs. not economic costs. In both cases, th~ firm retains

some control over future expenditures. NonetbeJess, separations changes are treated
-

8.11; exogenous cost changes precisely because they enable the regulator to change prices

in different Jurisdictions:

-._we win require an exo&cnous cost adjustment for changes in
interstate costs for LECs that are caused by changes in the
Separations Manual. As we explained in the Second Further
Notjce, these changes are imposed by regulators and are outside
the control of the carriers...Rcgulatory dccilions tbat are designed
to produce just and reasonable rates must affect the cap in order
to ensure that the system results in rates that arc just and
reasonable. ,,20

In the case of OPEBs. the FAS 106 accounting decision must affect the cap in order

to ensure that the price cap is based on economic costs.

D. ~RPlylD2 the Price Cap Formpla

How should the Z.adjustment for the cllange to accrual accounting for

OPEBs be calculated in the price cap formula? For the replated firm. the difference

in 1993 expenses under PAS 106 and under cash accounting far OPEBs should be

estimated and expressed as a fraction of the tow annual revenue requirement. For

the U.S. economy, a similar calculation should be made for those markets in which

accounting cost changes wJ1l lead to prJce changes which, in tum, will affect the growth

"1wmd Report and Order. CC Docket 87·3l3. rcJcllled October 4, 1990, pgh. 167.
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of GNP·PI. The difference between these effects determines the 1993 Z.adjustment

under price caps.

There are several ways in which this simple calculation may appear to

overstate the price change required to pass through the cost changes stemming from

the FAS 106 accounting changes. First, to the extent that FAS 106 changes affect all

U.S. firms, there may be some change in the GNP-PI associated with FAS 106. and

simply flowing through the finn·5 cost change would result in double-counting. The

derivation of equation (4) presented above makes it clear that only the difference

between the effect of FAS 106 on Padfic Bell costs and on u.s. average costs should

be passed through as a z..adjustment.'1 The rest of the cost change stemming from

FAS 106 would be recovered from the assumed change in GNP-PI.n

A second apparent double-counting stems from tbe presence of prices of

medical services as a component both of GNP-PI and of Z. the firm·s expected change

in costs stemming from FAS 106. If B Z-adjustment is made in 1993 (for example)

!\o that the price cap reflects accrual accounting for OPEBs, that Z-adjusunent will

become part of the price cap that will be adjusted every year by GNP·PI • X. Since

the OPEB Z-adjustment already includes expected medical inflation, one might think

that the Z.adjustment should not be corrected in every future year for inflation.

Possibly it should be isolated from the price cap index in the future, 50 that.

2114at is, ito exopDoas eYeDt led to • I pcrceul rcdudiOSl 10 GNP-PI IDd a 4 perccat recilUtiol1
in tdepone company costa. the appropriate Z.a.djuaunent would be a 3 perceat r~ue:tiOJ\ iD price.

22 We ahowed above tbat the chap to accrual Iccounlina was already reflected. in prices for
conapclitive markets. The Impaa of PAS 106 011 output pric:ct iJa the CCODOmy wi1J be approximately "roo
Thus tbe appropriate Z.adjustmeJJt tor the reeulltcd lirm will be approximately its lDcrCllc in ac:couatUlg
CXJ1CIlCcs.
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effectively, it would not he multiplied each year by [1 + GNp·PI • Xl· But that

would be wrong.

The actual OPEB cost incurred in 1993 .i& a function of future medical

prices. If the OPEB Z·adjustment were made correctly in 1993, it would raise the
-

price cap to the level it would have attained if Pacific Bell had been under accrual

accounting for OPEns an along." Because the Z.adjusted price cap in 1993

represents actual costs in 1993, it follows from equation (4) that all parts of the 1993

price cap must be multiplied by [1 + GNp·PI • Xl in 1994. or priccs wJ1l no longer

track costs. assuming that the productivity objective of X is met.

A common error is to examine the price cap adjustment formula and

conclude that the GNP·PI term compensates the regulated firm for inflation in the

price of its inputs, including medical services to retirees. If that were the case, then

compensating the firm for inflation of its 1993 OPEB Z·adjustment might appear to

be doubJe-eounting. However, the role of GNP-PI in the price cap adjustment formula

is JlQ1 to measure and compensate the firm for input price increases. Rather. GNP-PI

is a measure of national outPUt price increases, and the price cap adjustment equation

assures us that jf the firm meets its productivity target, its output price will have to

be multiplied by [1 + GNP-PI· X] every year to keep prices equal to costs.

In summary, while compensating the regulated firm for changes in cost due

to adoption of accrual accounting for OPEBs might at first give the appearance of

double-arunting in severa) ways, it does not.

"Apart {rom amortizing the historical liability.
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1. The switch to accrual accounting will aCfect the GNP-PI, but we showed
that tht formula compenaates the finn for the difference between the
effect of the accounting change on its prices and the GNP-PI.

2. The Z-adjustment is based on forecasts of future medical inflation. so
adjusting the OPEB Z.adjustment componc;nt of the price cap for
inflation in future years may seem to be double-counting. However. we
showed that this argument misinterprets the role of GNP-PI in the price
cap formula, and adjusting the entire price cap by (GNP-PI - X) in
subsequent year~ is necessary so that prices track costs.

IV. THE EFFECT OF FAS 106 ON PACIFIC BELL'S INTERSTATE PRICES

In this seetfo~ we combine the theory from the previous section with cost

estimates for OPEB expenses obtained from Pacific Bell We are informed that. as

a result of adoption of accrual accounting for OPEBs in 1993. Pacific BeU's interstate

revenue requirement (as if it were rate-of-retum regulated) would increase by $29

mfllion in 1993. We show that the effe(t of FAS 106 on the prices of other fums in

the economy is small so that the effect of the change to accrual accounting on th~

growth of GNP-PI is very small (less than 0.12 percent). Thus Pacific Bell's price cap

must also increase by close to $29 million (more than $27 million, as discussed below)

so that its prices will cover its costs, and the intertemporal inequity by which future

ratepayers pay for current services will be eliminated.
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A. The Effect of lAS If)f on PaciOc Bel) Costs is AppmttjmllmY J,21 Percent

A shift to accrual accounting for OPEBs would lead to an increase in 1993

expenses, primarily because of the amortization of the historical OPED liability. When

the amortization expires after 2008, there will be a symmetric reduction in expeD.l;CS

under accrual accounting relative to cash accounting. For a rate-of-retum.regulated

firm, this shift in expenses would generate a sJmUar !ibfft in prices, reducing the inter­

generation inequity.- To insure that the change to accrual accounting {or OPEBs also

eliminates the inter-generation inequity for price--cap-regulated firms, we must pay

special attention to how the annual Z factor adjustments are made.

The Z-adjustmcnt to prices to account for FAS 106 should equal the change

in expenses attributable to FAS J06. In tum, the change 1n 1993 expenses attributable

to FAS 106 would equal the change in revenue requirements resulting from the change

from cash to accrual accounting for OPEBs.u Specifically, let A. be the incremental

revenue requirement for OPEBs in year t under accrual accounting and C, be the

incremental OPEB revenue requirement under cash accounting. Then the 1993

proportional expense change AE1H3 would be

(5)

~Padfic Bell'. werst.le c.xpeDSeS for OPEDs rct1cct partial implemeDtatioo of accrual aceountil1J
1a tIllt Padfic BeD II aarrcatJy usJnS tax-deductibJe IPdiftJ vehidec for OPSBs. Thul, the c:baDgC in
Cxpcmc:& ~c:prcst:QL5 the c:rreeu of CuB irnplcmcn~tiQn or .ecrul1 .c:countin~
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In accordance with the accounting requirements under FAS 106, Pacific Bell

has estimated the expenses that would be incurred under cash and accrual accounting

for OPEBs.1S For the interstate jurisdiction. OPEB revenue requirements under

accrual accounting would be S59 million in 1993 compared with cash accounting

cxpen!les of $30 million. Therefore, Pacific's revenue would have to increase by $29

million in 1993 in order for the company's revenue to match what its 1993 expenses

weuld have been had the FCC adopted accrual accounting for OPEBs before price

caps were begun. This inere.a.'ie represents· a price increase of about 1.92. percent,

based on an estimated Pacific Bell 1993 in\erState revenue bi11ing base of about $1,493

million.26 Assuming the 1993 interstate revenue requirement is about $1,493 million.

application of equation (5) would produce a price increase of about 1.92 percent

(relative 10 prices under continued cash accounting for OPBBs) in the first year}'

B. The Effect or US J06 on the GNP"PI Is Less ThID «U% Pen;ent

Under price caps, a utility'S exogenous cost changes will be fu1)y recovered

through changes in the GNP·PI if (1) they are of the same relative size as for a

typical firm in the U.S. economy. and (if) the typical firm will pass through the

25As ~ uadcrlland it, Plcif~'i atimate of~ ador accrual ICCOUlltias i5 bucd on an
ACCWllwlcd Pw..rctircmeat Benellt ObJiptlols tla.t Jw been reduced by rho IIDOUDl of the taX {ree
tuDding Plcific: bas already laeurred. Without tlds funclin& before the start of PAS 106 reqllircrncnu. the
OPES expeDSea under 1ta'1.1 acc:ounuag {or 1993 would be ;re.ter. ,

~i5 CltimatC '" CODSel'Yltivc (high) bccauc it lndudcs utklpated malUCI befon:: Paring.
Rcveuuca Lbal just matched tbe beac1unark rate of return or 1].25 pcn:eDt would be lower, tb\ll ine:reuing
the: pcr~ntacc increase in uogcaOUS c.xpeII&eI.

271$59 • $30)/$1,493 • 1.92%.


